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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON. D.C. 20549

THE CHAIRMAN

May 28, 2002

The Honorable Edward J. Markey
U.S. House of Representatives
2108 Rayburm Building
Washington, DC 20515-2107

Dear Congressman Markey:

Thank you for your May 7® letter offering comments on the rules proposed by the New
York Stock Exchange and the National Association of Securities Dealers relating to research
analyst conflicts of interest and inquiring about the status of any enforcement activities by the
Commission relating to research analyst conflicts of interest. As you requested, your letter was
added to the public comment file on the NYSE and NASD proposed rules.

At an open meeting on May 8" the Commission approved the NASD and NYSE rules
proposals, as amended, because we found that the rules were consistent with the Securities
Exchange Act of 1934, But as we noted during that meeting, we view these new rules as only
the first step, although a major one, in addressing conflicts that face analysts recommending
stocks. In approving the rules, the Commission requested that the NASD and NYSE prepare a
report on the operation and effectiveness of the new rules and submit 1t, together with any
recommendations for changes or additions to the rules, within a year of their implementation. In
addition, on April 24" the Commission announced that it has commenced a formal inqmry nto
market practices concetning the conflicts that can arise from the relationship between research
analysts and investment banking. We are conducting the inquiry jointly with the NYSE, the
NASD, New York Attorney General Eliot Spitzet, the North American Securities Administrators

_ Association, and the states. The report from the NYSE and NASD, along with the findings from
the joint inquiry, may indicate the need for further rulemaking or Commission action. Your
comments will be very valuable as we continue to evaluate what further actions may be
necessary for the protection of investors.

Your letter also seeks information about the Commission’s enforcement activities relating
to analyst conflicts of interest. At my request, our Division of Enforcement, with the assistance
of other relevant Divisions and Offices, has prepared the enclosed memorandum responding to
the questions you have posed.
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The Honorable Edward J. Markey
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I hope you find the aﬁached information useful and informative. If you have any

questions, please call me at 942-0100.

Yours trulj,

N

Harvey L Pitt
Chairman

Enclosure
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MEMORANDUM
May 28, 2002

TO: Hasvey L. Pitt, Chairman
FROM: Division of Enforcement

RE: Coﬁespondence from Edward J. Markey, Member of Congress

In correspondence addressed to you dated May 7, 2002, Congressman Edward J. Markey
posed certain questions relating to the Commission’s enforcement activities in the area of
research analyst conflicts of interest. The following are responses our office has prepared in
consultation with ithe Division of Market Regulation, the Office of the Executive Director, and
the Office of Investor Education and Assistance.

1. Over the pas{t twelve months, how many enforcement inquiries has the Commission
staff initiated in the area of research amalyst conflicts-of-interest® When were these
inquiries initiated? What are names of the firms and/or individuals involved in any of
these actions assuming that such information has been made public, either by the
Commission or by the subject(s) of the investigation?

Answer; During approximately the last twelve months, the Division of Enforcement has
initiated 10 inquiries that have within their scope matters relating to possible conflicts of interest
on the part of research analysts. In four of these matters, the potential conflict arises from
personal trading By the analyst in the securities of companies covered by the analyst. In another
matter, the potential conflict arises from receipt by the analyst of undisclosed compensation from
an issuer. Some of the inquiries invelve potential conflicts arising from firms’ nvestment
banking activities, Many of the inquiries are multi-faceted, and thus also include issues relating
to other potential securities law violations. The Commission has not publicly identified the
analysts or related firms that are the subjects of these inquiries.

| }

2. How many of these cases have moved into the formal investigation stage? What were
the names of the firms and/or individuals in each such formal investigation, assuming
that the existence of the investigation has been made public, either by the Commission
or by the subject(s) of the investigation?

Answer: The Cémmission has issued formal orders of investigation in connection with five of

the 10 inquiries feferred to above. At this time, Enforcement Division staff are pursuing the

remaining five rnl,attcrs without formal orders. The Commission has not publicly identified the
analysts or related firms that are the subjects of the formal investigations.
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3. Overall, howﬁt many total formal investigations has the Commission initiated involving
research analyst conflicts-of-interest?
|

Answer: During the Jast 15 years, the Commission has granted formal orders of investigation in
cormection with 21 investigations that raise issucs of possible conflicts of interest by research
analysts. The putative conflicts that are the subjects of these investigations arise in a variety of
settings, including personal trading by analysts in the securities of companies that they cover,
receipt of undisclosed compensation by analysts from companies they cover, insider trading or
tipping by analysts, and conflicts arising from a firm’s investment banking relationships. '

4, How many ﬁmes has either the Commission or the Chairman turned down a request
from the SEC Enforcement Division staff to initiate an inquiry or formal investigation
into allegations of securities analyst conflicts-of-interest?

Answer: We have not identified any instances in which the Commission or the Chairman
rejected a request from the Enforcement Division staff to initiate a formal investigation into
allegations of securities analyst conflicts of interest. The approval of the Commission or the
Chairman is not required in order for the staff to initiate an inquiry.

5. How many of the SEC inquiries/investigations into securities analyst conflict-of-interest
have resulted in civil lawsuits being brought by the Commission? How many have led

to administrative proceedings? What are the names of the firms and/or individuals

involved in each action?
Amswer: Sixtcen inquiries or investigations that raise issues of analyst conflicts of interest have
resulted in the filing of enforcement actions in federal court, in an administrative context, or
both. These matters arose in a variety of contexts, including reccipt of undisclosed compensation
by analysts from issuers, trading by analysts inconsistent with the analysts’ own
recommendations, preparation of false and misleading reports in exchange for compensation
from issuers, and insider trading or tipping by analysts. A number of these actions also include
allegations unrqlated to analysts. One action does not make allegations concerning analysts,

 althougb analysi conduct was one of many aspects of the investigation. ‘

In further response to this question, and in response to questions 6 and 7 below, please scc
the Litigation R!eleascs and Administrative Proceedings atiached as Exhibits A through P. These
materials identify the parties involved in each action, the dates on which the actions were
imitiated, and th:eir outcomes, where the matters have concluded. '

!

6. When was each enforcement action initiated and when were final proceedings
concluded (i.e., guilty verdict entered, settlement reached, case dismissed, ete.), if the
matter has!in fact been concluded as of May 1, 20027

Answer: As C):cplaincd above, please see the attached materials.
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7. What were the results of each action? -

Answer: As explained above, please see the attached matetials,

8. How many etﬂforcement actions in the area of research analyst conflicts-of-interest are
currently pending? :

Answer: There are two enforcement actions pending that relate to issues of possible conflicts of
interest by research analysts. For further information on these actions, se¢ the materials attached
as Exhibits O and P.

|
9. In the Commission’s view, is the SEC’s portion of the proposed FY 2002 supplemental
appropriatim:l before Congress sufficient to enforce statutes and regulations relating to
analyst conflict-of-interest, financial fraud and other provisions that protect investors
from deceptive practices? If not, what level of funding would the Commission propose
to accomplish these objectives?

Answer; The Administration’s supplemental budget request includes $20 nullion to augment
the SEC’s staffing levels in fiscal 2002 and 2003 by 100 positions. These positions are intended
to enhance the Commission’s accounting, oversight, disclosure, and enforcement programs.
Forty-five of these positions are slated for the Division of Enforcement to help respond to the
increasing number of investigations relating to financial fraud and reporting. The remainder will
be deployed throaghout the agency to enhance our Division of Corporation Finance, Office of
Chief Accountant, and other offices in need of accountants and attorneys to deal with our
immediate post-Enron needs.

In addition, in March, the Commission commenced a special study to examine our
operations, resources, efficiency and productivity. The Commission commenced this study in
part to implement a recommendation in a report earlier this year by the U.S. General Accounting
Office that conclided that strategic planning could help the agency beiter identify and manage its
resource needs.

10. During the same period (the last 12 months) how many investigations or inquiries into
securities analyst conflicts-of-interest have been initiated by the self-regulatory
organizations (SROs)? What has been the disposition of these cases?

Answer: The Nz{-\SD has informed the staff of the Division of Market Regulation that during the
last twelve months, it has announced three formal actions concerning research analyst conflicts
of interest issues. Most recently, on May 7, 2002, the NASD issued a press release announcing
that the firm of Homblower & Weeks, Inc. was censured and fined $100,000 and that its
President was fined and suspended in connection with the firm's research report about
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MyTurmn.com. In addition to these formally announced actions, the NASD informed the staff that
it has initiated 20 non-public investigations conceming research analyst conflicts of interest.
During the last year, the NYSE reports that it has initiated 17 inquiries relating to conflicts of
interest on the part of research analysts.

11. How many ipvestor complaints has the SEC received, by phone call, mail, email, or
through its web-page, regarding potential securities analyst conflicts-of-interest? What
has been the disposition of these complaints?

Answer: Since public disclosure of the New York Attorney General’s investigation of research

analyst conflicts jof interest, we have noted anecdotally an increase in investor complaints and

other communications questioning the veracity and objectivity of analyst recommendations.

However, the groups within the SEC that handle investor complaints and questions do not

quantify investor contacts received on this subject.

Currently, the Enforcement Complaint Center receives an average of 500 to 700 complaints
per day on a wide range of topics. This is approximately double the number of complaints we
were receiving daily a year ago. This sharp increase began following disclosure of accounting
irregularities at !Enron Corp. and other public companies. According 10 the Enforcement
Division’s genesal procedures, when the Enforcement Complaint Center receives a complaint
relating to a person or entity that is the subject of a pending inquiry or investigation, the
complaint is immediately provided to the appropriate member of the Enforcement Division staff
for review and follow-up as appropriate. Complaints containing new allegations of violations of
the federal securities laws, including by research analysts, are analyzed by attorneys in the Office
of Intemet Enforcement to determine whether additional follow-up is warranted. Complaints
conceming the  brokerage industry that make only general allegations, express individual
opinions, or comment On reports in the media are forwarded to the Commission’s Office of
Investor Educatfon and Assistance for appropriate response. '
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